EX PARTE OR LATE FILED

HOGAN & HARTSON  pogyer
LLp FILE COPY ORIGINAL

, COLUMBIA SQUARE
DAVID L. SIERADZKI HECEIVEDsss THIRTEENTH STREET, NW
COUNSEL WASHINGTON, DC 20004-1109

DIRECT DIAL (202) 637- 8462 June 12, 1998
INTERNET D$O®DC2.HHLAW.COM JUN 1 2 1998 TEL (202) 637-5600
FAX (202) 687-5910
. FEDERAL COMMUNICATIONS COMMIBSION
Magalie Roman Salas, Secretary OFFICE OF THE SECRETARY

Federal Communications Commission
1919 M Street, N.W.

Washington, D.C. 20554

Re: Petition on Defining Certain Incumbent LEC Affiliates as
Successors, Assigns, or Comparable Carriers Under
Section 251(h) of the Communications Act;

CC Docket No. 98-39

Dear Ms. Salas:
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CompTel, Joseph Gillan, and I made separate ex parte presentations yesterday
afternoon regarding this proceeding to Kyle Dixon, Legal Advisor to Commissioner
Powell, and Paul Gallant, Legal Advisor to Commissioner Tristani. We used the
attached handouts during this presentation.
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June 1998

Competitive Telecommunications Association, Florida Competitive
Carriers Association, and Southeastern Competitive Carriers Association

Section 251(h) Petition — CC Docket No. 98-39

Introduction: Who We Are

Background: ILECs are Setting Up “CLEC” Affiliates to Provide

Local Service Within the ILECs’ Service Areas

BellSouth, Ameritech, GTE, are setting up alter ego “CLECs.”

These entities provide the same local exchange and exchange access
services as the ILECs, in the same geographic areas, using the same
(or similar) brand names, and using the same corporate resources.

It is clear that the ILEC and “CLEC” entities are ultimately subject to
the same management, and are operated to advance common corporate

objectives. (BellSouth describes its BellSouth BSE unit as a form of
“brand extension.”)

The Problem: ILEC Evasion of Section 251(c) Interconnection and

Local Competition Obligations Through “CLEC” Affiliates

ILECs can evade Section 251(c)(4) resale obligations by offering
customer-specific contract service arrangements and other services,
formerly available from the ILECs, through their “CLEC” affiliates.

In this way, ILECs can use their “CLECs” to impose a price squeeze on
real CLECs that depend on service resale, with very limited risks to
the overall ILEC corporation’s bottom line.

ILECs can funnel investment in upgraded network facilities into
“CLECs” in order to evade their Section 251(c)(3) unbundled network
element obligations.

ILECs could evade FCC access charge and price cap rules by offering
service through “CLECs,” purportedly on a non-dominant basis.

Some state commissions have denied certification to such in-region
ILEC-“CLECs,” or placed restrictions on such certifications. The fact
that the issue has been presented to so many state commissions
demonstrates the urgent need for FCC action.



4. The Solution: Section 251(h)

. Issue a declaratory ruling establishing a rebuttable presumption that,
under Section 251(h)(1), entities will be considered “successors” or

“assigns” of ILECs -- and will be subject to ILECs’ Section 251(c) and
dominant carrier obligations -- if they are:

- ILEC affiliates (Section 3(1) of the Act);

- Provide wireline local exchange or exchange access service in
same geographic area served by the ILEC; and

- Operate under the same or similar brand names (shows transfer
of resources that are of value in providing local service).

. In the alternative, initiate a rulemaking to establish, by rule, a
rebuttable presumption that such entities are “comparable carriers”
under Section 251(h)(2).

. The Commission has authority to adopt the requested rulings:

- Section 251(h) and relevant case law support piercing the
corporate veil to prevent evasion of regulatory rules through
alter ego corporate entities.

- The Non-Accounting Safeguards Order does not squarely
address the circumstances raised by our petition, but it
generally provides support for the relief requested.

5. The Context: Related Proceedings

. ILEC resistance to local competition: state proceedings; Supreme
Court review of Local Competition Order; Section 271 applications.

. Section 706 Petitions of BOCs, ALTS, and APT, and Upcoming
Section 706 Proceeding.

o LCI Structural Separation Petition.



STATE CONSIDERATION OF ILEC IN-REGION “CLEC” AFFILIATES

STATE | ILEC DECISION DATE
Al BellSouth Permitted. 2/2/98
CA Pacific Bell Withdrawn after negative ALJ preliminary 5/6/97
decision
CA GTE Permitted for wireless affiliate. 2/23/96
CT SNET Permitted in context of restructured relationship 6/25/97
between ILEC and retail affiliate.
FL BellSouth Proceeding in progress - no decision issued. N/A
FL GTE Permitted, but did not analyze relationship with ILEC. 2/24/97
GA BellSouth Permitted with conditions (e.g., ad disclosures; separate 3/5/98
books, records, accounts; separate officers, directors,
employees; no creditor access to ILEC assets;
independent audits; arms-length transactions)
KY BellSouth Rejected in BellSouth service areas. 6/8/98
MI Ameritech Rejected until FCC grants ILEC 271 relief. 8/28/96
NC GTE Permitted, but did not analyze relationship with ILEC. 4/16/97
SC GTE Permitted, but did not analyze relationship with ILEC. 9/12/97
SC BellSouth Permitted, but did not analyze relationship with ILEC. 12/23/97
™ GTE Rejected in GTE service areas. 10/30/97
WI Ameritech Permitted only until FCC ILEC 271 relief, for the 11/26/96
provision of local service through resale only, and subject
to conditions (e.g., no preferential treatment by ILEC, no
access to ILEC CPNI or network information, no ILEC
subsidization, affiliate transaction requirements).
STATE DECISIONS ON SPRINT “CLECS”
FL Sprint Permitted, but did not analyze relationship with ILEC. 12/27/95
KS Sprint Permitted, but did not analyze relationship with ILEC. 8/7/96
MO Sprint Not applicable -- certification not sought within Sprint 2/28/97
ILEC service area.
NB Sprint Not applicable -- certification not sought within Sprint 2/28/97
ILEC service area.
NV Sprint Permitted with conditions (e.g., ad disclosures; separate 11/7/97
books, records, accounts; separate officers, directors,
employees; no creditor access to ILEC assets;
independent audits; arms-length transactions)
NJ Sprint Permitted, but did not analyze relationship with ILEC. 7/17/96
NC Sprint Permitted, but did not analyze relationship with ILEC. 3/7/197
PA Sprint Permitted, but did not analyze relationship with ILEC. 12/5/96
SC Sprint Permitted, but did not analyze relationship with ILEC. 12/3/96
TN Sprint Permitted, but did not analvze relationship with ILEC. 10/3/96
VA Sprint Permitted, but did not analvze relationship with ILEC. 11/8/96
WA Sprint Permitted, but did not analyze relationship with ILEC. 7/9/97
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THE COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:
APPLICATION OF BELLSOUTH BSE, INC. )
FOR AUTHCRITY TO PROVIDE LOCAL Yy CASE NQO. 897417
EXCHANGE SERVICE )
ORDER

INTRODUCTION

On October 1, 13997, BeliSouth BSE Irc. ("BSE™) filed its application with the
Kentucky Public Service Commission for approval o provide local exchange service in
Kentucky. BSE is a wholly owned subsidiary of BellSouth BSE Holdings. inc. which in tum
is a wholly owned subsidiary of BellSouth Corpcraton ("BellSouth”). BeilSouth
[elecommunications, Inc. "BST") is the largest incumbent 'ocal exchange carrier ("ILEC™)
in Kentucky and is also a wholly owned subsidiary of BellSouth. In connection with this
application. BSE and BST have submitted their interccnnection agreement for approval
pursuantto 47 U.S.C § 252(e).

AT&T Communications of the South Centrat States, Inc. ("AT&T"), the Southeasten
Caompetitive Carriers Association ("SECCA"). MCI Telecommunications Carporation and
MCimetro Access Transmission Services Inc. ("MC!'). and the Kentucky CATV
Associatior, Inc., dfo/a Kentucky Cable Telecommunications Association (“KCTA™
intervened. The tntervenors claim, among other things, that provision of iocal exchange
service by BSE in BST termtory would have anti-competitive effects, enabling BellSouth to

avoid the legal restnctions imposed on BST as an ILEC The Intervenors also claim that



BSE services, subsidzed by BST by means of iess than anT’s-length transactions woulC
be priced below cost and would force legitimate competitors out of the market. Or Apni
24 998 the Commission concucted a hearing on thre matter. and subsequertly BSE
AT&T. and SECCA and MCI jointty, submitted briefs.

CERTIFICATION REQUIREMENTS

8SE contends that its application meets the Commission’'s reguirements for
certification as a competitive local exchange carrier "CLEC"Y BSE asserts it has
demonstrated to the Commission that it has the technical managernal. and financta
apilities to provide adeqguate service pursuant to KRS 278.020; it has submitted an
interconnection agreement, 47 US C § 252; and it has submitted a local service tanff
pursuant to KRS 278.160° ‘

The Intervenors herein contend that BSE lacks the financial resources to operate
as a CLEC because it must depend upon the resources of its parent company. As BSE
ooints out,’ the Commission has centified other CLEC appiicants that initially relied upon
the resources of their parent comparies. AT&T argues that BSE also lacks technical and

maragerial resources and depends upon the experience and expertise of employees of

ts affilates.

Post Hearing Brief of BellSouth BSE. Inc., filed May 26, 1998 ("BSE Brief".
at 1.2

: BSE Brefat 2.

-2-
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in Administrative Case No 370 * pursuant to its authcrty under KRS 278.512 to
exempt certain teiecommunications carriers and products rom statutory and reguliatory
requrremerits. the Commission determined that requiring CLECs to file aopiications to
begin operations is no langer necessary to protect the public. CLECs, as such, possess
neither market power nor own local exchange bottleneck facilities; maregver, there s 1o
reed for the Commission to montitor their finarcial stability to ensure their continuec
existence, since financial failure of a CLEC wou!d not deprive customers of their carrier of
last resort.* Accordingly, BSE is technically correct: s filings at the Commission are
sufficient, pursuant 10 cufrent reguiatory requirements for CLECs, to enabie it to begin
operations in Kentucky. However. as the Intervenors polnt out, BSE 1s not merely a CLEC
it 15 an affiliate of BST. Kentucky's largest incumbent local exchange carrier, and the
evidence demonstrates that its operaticns are intricately intertwined with those of this
powerful affiliate. It is the alleged potential ‘or anti-competitive behavior and distortion of
the competitive iocal exchange market that are the probiematic 1ssues here.

Thus. while the dependence of BSE on its parent is not technically relevant to
certification per se, the close relationship tetween BSE and BST does raise concerns
regarding the operational separation of the entities and tne resulting potential for gaining
an unfair pncing advantage. |f BSE acquires services at a discount from BST and those

services are delivered in the same marner as f the transaction never occurred, then it

3

Administrative Case No. 370, Exemptions for Providers of Local Exchange
Service Other Than tncumbent Local Exchange Carrers, Order dated January 8 1998
("Administrative Case 370 Order”).

4

Administrative Case 370 Order, at 2.
-3-



appears that overhead expenses associated with providing service incurred by a typica.
CLEC may never be realized by BSE The conceptual framework for the development of
competiton and the incentives to cperate more efficiently and reduce costs could thereby

ve negated by a variant of price arbitrage.

INCONSISTENCY WITH THE PURPOSES OF
THE TELECOMMUNICATIONS ACT OF 19968

The Intervenors argue that. if BSE provides service in BST terntory. BST coule
subsidize BSE's prices, enabling BSE to provide BST services on a retail basis at rates
that neither earn a profit nor cover BSE's costs  The resulting price squeeze would force
other CLECs, which will need to make & profit to survive, out of the markel. AT&T
contends that Congress foresaw that an ILEC might attempt to be a CLEC as we!l as an
ILEC and therefcre enacted 47 U S C § 251(h). which provides that, when a comparable
carrier substantially replaces an ILEC in its market. the obiigations placed on an ILEC by
the Telecommunications Act of 1996, Pub. L. No 104-104 110 Stat. 56 (1996) (the "Act”)
must apply.® MCI and SECCA state that, in fact. tc consider BSE a CLEC in areas served
by BST would be to "ignore the oniy reasonable definition of a CLEC — a local exchange
cammer that competes against the entrenched incumbent for customers.”® BSE. the
Intervenors contend, would not actually “compete” with the incumbent BST MCI and

SECCA point out that. in hearings on BSE certification in South Carofina, BSE witness

4

AT&T Brief at 11.
8 SECCA and MCI Brief at 1.

4.



Robert C. Scheye stated outright that BSE does not "really want to compete with BST ‘”“
The Intervencrs not only claim that there is no real distinction between BST and BSE - they

aiso argue that the public will perceive no difference between BSE and BST. Both carry

the name "BellSouth” and will use the BellSouth logo

The real purpose of BSE's existence the Intervenors claim, is to enabie BellSouth
to prov:de local exchange services absent the restrictions placed upon it by the Act as ar
ILEC in possession of bottieneck faciities. BSE will, for example. not be required to make
retail services available for resale to CLECs at wholesale rates pursuant to Section
251(c}(3) and (4) of the Act.

BSE argues, among other things, that ailegations regarding potential anti-
competitive behavior on its pat are only “conjecture,™ and that there are adequate
remedies to deal with such activities if they occur.® BSE also contends it would be
econcmically irrational to operate in a less than profitable manner '° The latter argumeint,
however, coes not take into account the uttimate benefit to BellSouth of eliminating
competitors rom the local market; and while it is true that anti-competitive behavior of the

nature oredicted by the Intervenors has not yet occurmed. the Commission finds that the

SECCA and MCI Brief at 3, citing Tr. 17, Befare the South Carolina Public
Service Commission, BellSouth BSE Application for a Certificate of Public Convenience

and Necessity to Provide Locai Exchange Telecommunications Services. Nov 5. 1997
Docket No 97-361-C.

: BSE Brief at 3.
? BSE Bnef at 4.

@ BSE Briefat7. 8



potential for such behavior would be greatly exacerbated by granting BSE the authortty

seeks Further. alithough remedies for violation of federal [aw do, of course. ex'st. this

Comrussion does not routinely oversee the business actvites of CLECs for the very
reascn that they do not possess the market power of an ILEC such as Be(lSouth

CONCLUSIONS
The Commission regulates telecommunications services in the public interest See,
[ ]

e g . KRS 278.512(1)(c) ("{t}he public interest requires that the Puklic Service Commission

. regulate and control the provision of telecommunications services to the pubic in a

changing environment. giving due regard to the interests of consumers, the public. the

providers of the telecommurications services, and the continued availability of good

telecommunications service™). Public interest determinations “require considgeration of all

important consequences including anti-competitive effects.” Denver & Ric Grande W R.R.

v_United States, 387 U.S 485, 492 (1867). See also FCC v. RCA Communications inc..

348 U S 86, 94 (1953) ("There can be no doubt that competition is a reievant factor in
weighing the public interest’). Section 252(e)(2)(A)(ii) of the Act provides that a state
commiss.on may reject an interconnection agreement on the grocund that s
implementation would not be "consistent with the public mterest, convenience, and
necessity "

The Commission finds that tne public interest concems raised by the Intervenors
herein are grave ones justifying rejection of the BST/BSE interconnection agreement and

denial n part. of BSE's application to provide local exchange services in Kentucky



17 1S THEREFORE ORDERED that
1. BSE 1s granted the authorty !0 provide intrastate telecommunications

services as described in its application but only in areas outside the franchised service

termitory of BST.
2 The interconnection agreement between BSE and BST is rejected
3 BSE shall inccrporate the restnction on its service area in s tarrff

Ocne at Frankfort, Kentucky, this 8th cay of June, 1998.

By the Comimussion

ATTEST:

Cﬂam C‘_Cl\mlm

Executive Director
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